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(5) For rules relating to redemption 
premiums on preferred stock, see 
§ 1.305–5(b). 

[T.D. 7281, 38 FR 18538, July 12, 1973, as 
amended by T.D. 8643, 60 FR 66138, Dec. 21, 
1995]

§ 1.305–8 Effective dates. 

(a) In general. Section 421(b) of the 
Tax Reform Act of 1969 (83 Stat. 615) 
provides as follows:

(b) Effective dates. (1) Except as otherwise 
provided in this subsection, the amendment 
made by subsection (a) shall apply with re-
spect to distributions (or deemed distribu-
tions) made after January 10, 1969, in taxable 
years ending after such date. 

(2)(A) Section 305(b)(2) of the Internal Rev-
enue Code of 1954 (as added by subsection (a) 
shall not apply to a distribution (or deemed 
distribution) of stock made before January 1, 
1991, with respect to stock (i) outstanding on 
January 10, 1969, (ii) issued pursuant to a 
contract binding on January 10, 1969, on the 
distributing corporation, (iii) which is addi-
tional stock of that class of stock which (as 
of January 10, 1969) had the largest fair mar-
ket value of all classes of stock of the cor-
poration (taking into account only stock 
outstanding on January 10, 1969, or issued 
pursuant to a contract binding on January 
10, 1969), (iv) described in subparagraph 
(c)(iii), or (v) issued in a prior distribution 
described in clause (i), (ii), (iii), or (iv). 

(B) Subparagraph (A) shall apply only if— 
(i) The stock as to which there is a receipt 

of property was outstanding on January 10, 
1969 (or was issued pursuant to a contract 
binding on January 10, 1969, on the distrib-
uting corporation), and 

(ii) If such stock and any stock described 
in subparagraph (A)(i) were also outstanding 
on January 10, 1968, a distribution of prop-
erty was made on or before January 10, 1969, 
with respect to such stock, and a distribu-
tion of stock was made on or before January 
10, 1969, with respect to such stock described 
in subparagraph (A)(i). 

(C) Subparagraph (A) shall cease to apply 
when at any time after October 9, 1969, the 
distributing corporation issues any of its 
stock (other than in a distribution of stock 
with respect to stock of the same class) 
which is not— 

(i) Nonconvertible preferred stock, 
(ii) Additional stock of that class of stock 

which meets the requirements of subpara-
graph (A)(iii), or 

(iii) Preferred stock which is convertible 
into stock which meets the requirements of 
subparagraph (A)(iii) at a fixed conversion 
ratio which takes account of all stock divi-
dends and stock splits with respect to the 

stock into which such convertible stock is 
convertible. 

(D) For purposes of this paragraph, the 
term stock includes rights to acquire such 
stock. 

(3) In cases to which Treasury Decision 
6990 (promulgated January 10, 1969) would 
not have applied, in applying paragraphs (1) 
and (2) April 22, 1969, shall be substituted for 
January 10, 1969. 

(4) Section 305(b)(4) of the Internal Rev-
enue Code of 1954 (as added by subsection (a)) 
shall not apply to any distribution (or 
deemed distribution) with respect to pre-
ferred stock (including any increase in the 
conversation ratio of convertible stock) 
made before January 1, 1991, pursuant to the 
terms relating to the issuance of such stock 
which were in effect on January 10, 1969. 

(5) With respect to distributions made or 
considered as made after January 10, 1969, in 
taxable years ending after such date, to the 
extent that the amendment made by sub-
section (a) does not apply by reason of para-
graph (2), (3), or (4) of this subsection, sec-
tion 305 of the Internal Revenue Code of 1954 
(as in effect before the amendment made by 
subsection (a)) shall continue to apply.

(b) Rules of application. (1) The rules 
contained in section 421(b)(2) of the Tax 
Reform Act of 1969 (83 Stat. 615), here-
inafter called ‘‘the Act’’, shall apply 
with respect to the application of sec-
tion 305(b)(2), section 305(b)(3), and sec-
tion 305(b)(5). Thus, for example, sec-
tion 305(b)(5) of the Code will not apply 
to a distribution of convertible pre-
ferred stock made before January 1, 
1991, with respect to stock outstanding 
on January 10, 1969 (or which was 
issued pursuant to a contract binding 
on the distributing corporation on Jan-
uary 10, 1969), provided the distribution 
is pursuant to the terms relating to the 
issuance of such stock which were in 
effect on January 10, 1969. 

(2)(i) For purposes of section 
421(b)(2)(A), (B)(i), and (C) of the Act, 
stock is considered as outstanding on 
January 10, 1969, if it could be acquired 
on such date or some future date by 
the exercise of a right or conversion 
privilege in existence on such date (in-
cluding a right or conversion privilege 
with respect to stock issued pursuant 
to a contract binding, on January 10, 
1969, on the distributing corporation). 
Thus, if on January 10, 1969, corpora-
tion X has outstanding 1,000 shares of 
class A common stock and 3,000 shares 
of class B common stock which are 
convertible on a one-to-one basis into 
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class A stock, corporation X is consid-
ered for purposes of section 421(b)(2)(A), 
(B)(i), and (C) of the Act to have out-
standing on January 10, 1969, 4,000 
shares of class A stock (1,000 shares ac-
tually outstanding and 3,000 shares 
that could be acquired by the exercise 
of the conversion privilege contained 
in the class B stock) and 3,000 shares of 
class B stock. 

(ii) For the purposes of section 
421(b)(2)(A) (other than for the purpose 
of determining under section 
421(b)(2)(A)(iii) that class of stock 
which as of January 10, 1969, had the 
largest fair market value of all classes 
of stock of the corporation), (B)(i), and 
(C) of the Act, stock will be considered 
as outstanding on January 10, 1969, if it 
is issued pursuant to a conversion 
privilege contained in stock issued, 
mediately or immediately, as a stock 
dividend with respect to stock out-
standing on January 10, 1969. 

(3) If, after applying subparagraph (2) 
of this paragraph, the class of stock 
which as of January 10, 1969, had the 
largest fair market value of all classes 
of stock of the corporation is a class of 
stock which is convertible into another 
class of nonconvertible stock, then for 
purposes of section 421(b)(2)(C)(ii) of 
the Act stock issued upon conversion 
of any such convertible stock (whether 
or not outstanding on January 10, 1969) 
into stock of such other class shall be 
deemed to be stock which meets the re-
quirements of section 421(b)(2)(A)(iii) of 
the Act. 

(4) For purposes of section 421(b) of 
the Act, stock of a corporation held in 
its treasury will not be considered as 
outstanding and a distribution of such 
stock will be considered to be an 
issuance of such stock on the date of 
distribution. Stock of a parent corpora-
tion held by its subsidiary is not con-
sidered treasury stock. 

(5) The following stock shall not be 
taken into account for purposes of ap-
plying section 421(b)(2)(B)(i) of the Act: 
(i) Stock issued after January 10, 1969, 
and before October 10, 1969 (other than 
stock which was issued pursuant to a 
contract binding on January 10, 1969, 
on the distributing corporation); (ii) 
stock described in section 
421(b)(2)(C)(i), (ii), or (iii) of the Act; 
and (iii) stock issued, mediately or im-

mediately, as a stock dividend with re-
spect to stock of the same class out-
standing on January 10, 1969. For exam-
ple, if on June 1, 1970, corporation Y 
issues additional stock of that class of 
stock which as of January 10, 1969, had 
the largest fair market value of all 
classes of stock of the corporation, 
such additional stock will not be taken 
into account for the purpose of meeting 
the requirement under section 
421(b)(2)(B)(i) of the Act that the stock 
as to which there is a receipt of prop-
erty must have been outstanding on 
January 10, 1969, and thus subpara-
graph (A) of section 421(b)(2) of the Act 
will not, where otherwise applicable, 
cease to apply. 

(6) Section 421(b)(2)(A) of the Act, if 
otherwise applicable, will not cease to 
apply if the distributing corporation 
issues after October 9, 1969, securities 
which are convertible into stock that 
meets the requirements of section 
421(b)(2)(A)(iii) of the Act at a fixed 
conversion ratio which takes account 
of all stock dividends and stock splits 
with respect to the stock into which 
the securities are convertible. 

(7) Under section 421(b)(4) of the Act, 
section 305(b)(4) does not apply to any 
distribution (or deemed distribution) 
by a corporation with respect to pre-
ferred stock made before January 1, 
1991, if such distribution is pursuant to 
the terms relating to the issuance of 
such stock which were in effect on Jan-
uary 10, 1969. For example, if as of Jan-
uary 10, 1969, a corporation had fol-
lowed the practice of paying stock divi-
dends on preferred stock (or of periodi-
cally increasing the conversion ratio of 
convertible preferred stock) or if the 
preferred stock provided for a redemp-
tion price in excess of the issue price, 
then section 305(b)(4) would not apply 
to any distribution of stock made (or 
which would be considered made if sec-
tion 305(b)(4) applied) before January 1, 
1991, pursuant to such practice. 

(8) If section 421(b)(2) is not applica-
ble and, for that reason, a distribution 
(or deemed distribution) is treated as a 
distribution to which section 301 ap-
plies by virtue of the application of 
section 305(b)(2), (b)(3), or (b)(5), it is ir-
relevant that, by reason of the applica-
tion of section 421(b)(4) of such Act, 
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section 305(b)(4) is not applicable to the 
distribution. 

[T.D. 7281, 38 FR 18539, July 12, 1973]

§ 1.306–1 General. 
(a) Section 306 provides, in general, 

that the proceeds from the sale or re-
demption of certain stock (referred to 
as ‘‘section 306 stock’’) shall be treated 
either as ordinary income or as a dis-
tribution of property to which section 
301 applies. Section 306 stock is defined 
in section 306(c) and is usually pre-
ferred stock received either as a non-
taxable dividend or in a transaction in 
which no gain or loss is recognized. 
Section 306(b) lists certain cir-
cumstances in which the special rules 
of section 306(a) shall not apply. 

(b)(1) If a shareholder sells or other-
wise disposes of section 306 stock 
(other than by redemption or within 
the exceptions listed in section 306(b)), 
the entire proceeds received from such 
disposition shall be treated as ordinary 
income to the extent that the fair mar-
ket value of the stock sold, on the date 
distributed to the shareholder, would 
have been a dividend to such share-
holder had the distributing corporation 
distributed cash in lieu of stock. Any 
excess of the amount received over the 
sum of the amount treated as ordinary 
income plus the adjusted basis of the 
stock disposed of, shall be treated as 
gain from the sale of a capital asset or 
noncapital asset as the case may be. No 
loss shall be recognized. No reduction 
of earnings and profits results from 
any disposition of stock other than a 
redemption. The term disposition under 
section 306(a)(1) includes, among other 
things, pledges of stock under certain 
circumstances, particularly where the 
pledgee can look only to the stock 
itself as its security. 

(2) Section 306(a)(1) may be illus-
trated by the following examples:

Example (1). On December 15, 1954, A and B 
owned equally all of the stock of Corporation 
X which files its income tax return on a cal-
endar year basis. On that date Corporation X 
distributed pro rata 100 shares of preferred 
stock as a dividend on its outstanding com-
mon stock. On December 15, 1954, the pre-
ferred stock had a fair market value of 
$10,000. On December 31, 1954, the earnings 
and profits of Corporation X were $20,000. 
The 50 shares of preferred stock so distrib-

uted to A had an allocated basis to him of $10 
per share or a total of $500 for the 50 shares. 
Such shares had a fair market value of $5,000 
when issued. A sold the 50 shares of preferred 
stock on July 1, 1955, for $6,000. Of this 
amount $5,000 will be treated as ordinary in-
come; $500 ($6,000 minus $5,500) will be treat-
ed as gain from the sale of a capital or non-
capital asset as the case may be.

Example (2). The facts are the same as in 
Example 1 except that A sold his 50 shares of 
preferred stock for $5,100. Of this amount 
$5,000 will be treated as ordinary income. No 
loss will be allowed. There will be added 
back to the basis of the common stock of 
Corporation X with respect to which the pre-
ferred stock was distributed, $400, the allo-
cated basis of $500 reduced by the $100 re-
ceived.

Example (3). The facts are the same as in 
Example 1 except that A sold 25 of his shares 
of preferred stock for $2,600. Of this amount 
$2,500 will be treated as ordinary income. No 
loss will be allowed. There will be added 
back to the basis of the common stock of 
Corporation X with respect to which the pre-
ferred stock was distributed, $150, the allo-
cated basis of $250 reduced by the $100 re-
ceived.

(c) The entire amount received by a 
shareholder from the redemption of 
section 306 stock shall be treated as a 
distribution of property under section 
301. See also section 303 (relating to 
distribution in redemption of stock to 
pay death taxes). 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 7556, 43 FR 34128, Aug. 3, 
1978]

§ 1.306–2 Exception. 
(a) If a shareholder terminates his 

entire stock interest in a corporation— 
(1) By a sale or other disposition 

within the requirements of section 
306(b)(1)(A), or 

(2) By redemption under section 
302(b)(3) (through the application of 
section 306(b)(1)(B)), 
the amount received from such disposi-
tion shall be treated as an amount re-
ceived in part or full payment for the 
stock sold or redeemed. In the case of 
a sale, only the stock interest need be 
terminated. In determining whether an 
entire stock interest has been termi-
nated under section 306(b)(1)(A), all of 
the provisions of section 318(a) (relat-
ing to constructive ownership of stock) 
shall be applicable. In determining 
whether a shareholder has terminated 
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